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'dopt an_outward onented growth strategy In
structural, adjustment program Wthh was mauﬂy
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on the_prmcxples of a free mar
pts ‘and mstitutlonal_ arrangemen s were undertaken

m orderl to

also believed that the structural adjustment policies would not be successful
ets were mature enough to meet the financing needs of an

unless the financial mark
reforms were undertaken to develop

\ _ outward oriented economy. Therefore, a series of
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system through liberalization and the
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osns ‘and kthe mtroducnon of certzﬁcates of d
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add other demand restrictive policies. Soon after the reform program was ann 7 nce_
,-;srnaller banks in particular started to compete for deposits by offering hlgher_ inte
rates However, the fiercest price competition came from unregulated brokerage
houses On the other hand, several companies found themselves in ﬁnanmal dlfﬁcultles
because of high credit interest rates and poor earnings performance due to the demand
restnctwe policies. All these developments brought the financial system to a crms in
1982 Some of the smaller banks and most of the brokerage houses collapsed durmg“.ﬁ,
the cr151s This development triggered some relaxation in monetary pohcy as well as

. changes in some reaulattons

-."l'l'he ﬁnancxal crisis of 1982 had several far- reachmg affects on the markets
magmtude of non—performmg loans became a major problem. In reactlon _
ﬁnanmal cns;s ‘the regulanons and reforms which were instituted after that even
reﬂected an extra dose of caution on the side of the regulators. It was clearly observed:'
that reforms often produce undesired results when implemented without an adequate'.‘;"'
regulatory and supervisory framework. Finally, the importance of the timing and speed

of the reforms was understood. However, the financial market reforms continued

throughout the decade taking into consideration the lessons derived from the early

attempts.
Money and cred:t markets

A free interest rate policy was a major step towards the liberalization of the fmancml QT
system. Interest rates on bank loans and deposits were freed in 1980. However, after Fa

the financial crisis, the Central Bank started to reregulate interest rates on deposxts m

1683. Although the Central Bank tried to maintain positive real interest rates on‘

~savings dep051ts in order to promote financial savings, it proved difficult to mamtam SR

positive real mterest rates in an environment with a high and volatile inflation rate :
since the ceﬂmgs on deposit rates were adjusted infrequently. As a result, in July 1987 :
\the interest rates on deposits with one year maturity and on CDs with denominations
over 10 ‘million Turkish Liras were deregulated with the hope of attracting ﬁnancxal
savings to Ionger maturities. Following this change, banks increased the mterest rates
on one year deposits, and there was a shift in the maturity composition in favor of one
year deposits. Meanwhile, inflation was increasing rapidly, and the oligopolistic
structure of the. deposit market facilitated collusion among banks in avoiding further
deposit rate increases. By the end of 1987, interest rates on time deposits turned
unacceptedly negatwe again, and this led to a Shlft in favor of deposits with short
rnaturmes Moreover, fore1gn currency became an attractxve instrument for portfoho

holders 'I'hese developments had destabxhzmg effects on the ﬁnanmal markets



3YS in 1k vin
whlle the market for bank loans became mcreésmgly rlsky due to excesswe‘y hlgh
i ,;]lendmg rates. A.lthough depos;t mterest rates came down gradually in 1989 and in the
\" - first half of 1990, the banking sector, large deposit banks in particular, had a difficult
© - timein proﬁtab]y placing funds with corporate clients until several months later when
_the effect o_f the early infiow of high cost deposits faded away.

Wh).le these _policy shifts between regulated and liberalized interest rates continued

durmg the decade ‘some very unportant msntunonal developments also took place.
= :"ed the worlung of the bankmg

on CDs was mcreased from 25 percent to 30 percent In 1984 .
on mterest ihcome on all bank deposxts (mcludmg CDs) was reduced .




Secﬁriﬁes _markets

4Durmg the 19803 some legal and institutional arrangements were mtroduced_m order

o foster the development of the securities markets. The reform process began”m 981

- Board the authority to regulate the primary markets. The Board issued comrnumques"

"legal arrangements ‘related to the mtermedrartes in the securmes markets setnng th

_/

'wrth the enactment of the Capital Market Law. Following the enactment of the L w

'mstruments In order to provxde protectton to investors, there were also sorne othe

'operattonal standards. Addttronaﬂy, the Capttal Market Board also estabhshed sotne

the Capital Market Board was estabhshed in 1982 to regulate, develop and supervxse:_
the capttal markets L

In the period between 1982 and 1986, the legal and institutional framework of the_

secunttes markets was formed. The Capital Market Law gave the Capttal Market‘

deﬁnmg ‘the drsclosure standards in the new 1ssues markets for vanous ey

principles regardmg the financial reporting system. An optional general accountmg
plan was prepared for corporations. In 1983, a new legal arrangement was enacted for
the regulation of the secondary markets. This new arrangement empowered the
Capital Market Board to initiate the establishment of stock exchanges and to regulate
all operations in these markets. The Istanbul Stock Exchange was reopened in 1985

and became operattonal in 1986.

Following the formation of the legal framework in the first half of the 1980s, several
mechanisms, including tax incentive measures, were devised to promote the deepening

of the secuntres markets. With these arrangements:

a) The double taxation of dividends was prevented In 1985 the corporate income tax "

rate was raised to 46 percent from 40 percent becommg the only tax on dividend

income. The government was glven the authonty to lower this rate to 40 percent as an
incentive for public corporattons Additional incentives were given to public
corporations by amendmg the tax laws in 1987. Most notably, the government was
given the authority to lower the income tax rate to 35 percent or even to 30 percent for

public corporations dependmg on the percentage of shares held by small shareholders.

b) Capital gains became tax free in 1985. This was granted upon the condition that the
security was hsted on an exchange and held for at least one year. In 1987, with an

amendment of this provision, capital gains from the sales of securities sold through

‘hcensed mtermedtary agencies were also made tax free Premiums emanating from

'ck 1ssumg also became tax free for any stock, listed on an exchange, that does not -

'tribl.tte the premtum to shareholders.




v newly mtroduced mstrurnents.

the caP : ‘..? 4
t cheme, ertain percentages of the stocks of selected__‘

' .'er;tefrpnses are bemg sold to the pubhc By the end of 1990 the market value of the _.
stocks sold was about us $800 mxlhon

Along W1th the development of the secur1t1es markets, a number of new instruments

r‘-

have been introduced. Fmance bll.ls, partxcxpatlon certificates of miitual funds ‘bank

bills, bank guaranteed bﬂls and certxﬁcates of revenue partnersth are among these

SECRE

everaI ]arge mdustnal corporanons have started to

g g R

in ‘order 1o . meet thexr fmancmg needs Moreover

N



the reguiauons have changed substantxally in order to hberahze forexgn exchange

T

transactlons

-

- The Turk15h Lira was often kept overvalued and devalued irregularly unt11 1980 From

the beginning of the reform attempts the government decided that the exchange rate ‘. -

should reflect the real value of the domesnc currency. As a first step, the Turkish Lua' i_' B

was devalued substantially i

in] anuary 1980. In May 1981, the Central Bank took a step:'_"f e

in the direction of 11berahzanon by adoptmg the crawhng peg regime in which exchange

rates are ad_]usted daily. .

Durmg the period between 1980 and 1983 the multiple exchange rate practxces."

' mtroduced durmg the previous decade were ehmmated commercial banks were given '

more authorlty in ahgmng thelr fore:gn exchange posrttons and exporters were'?i

permitted to hold a portion of the1r earmng.“ as foretgn exchange s1ght dep031ts wrth' R

commerc1a1 banks

In 1984, banks were allowed to engage in foretgn exhange operatlons within certain

limits in proportion to their foreign exchange liabilities; the surrender requirement, the

proportion of foreign exchange acquisitions that banks are obliged to sell to the

Central Bank, was reduced in the case of export earnings and was eliminated for

invisibles; banks were allowed to accept foreign exchange deposits including those of

resident Turkish citizens;

and restrictions on foreign travel and. investment from

abroad were eased and simplified.

The exchange rate determination process was further hberahzed by permlttlng banks “ e 7

to set their own rates within a specxfred band around the Central Bank rate. An

_important development in the context of hberahzatxon was the opening of an official o

foreign exchange market under the ausplces of the Central Bank in September 1988.

The participants of this

market are banks and the authorized forewn exchange :

\ bureaus. The opening of this market was important in at least two respects: First, the

exchange rate for the Turkish Lira would be determined according to demand and

supply conditions; second,

it prov1ded a tool for the more efficient management of

foreign exchange and the currency reserves of the banking sector.

Following these ma}or steps, banks’ operatmns in foreign currency have grown -

substantially, and foreign

broader deﬁnmons of the money supply

exchange dep051ts have become a major component of the - -

In 1986 in order to prevent the banks“ from takmg excesswe risks and to ensure a

. regular .mﬂowl_l of fore1g11

taken to regulate the forexgn exchange posmons of the banks Wlth these measures

exchange to the Central Bank, some new measures were__'---"




quired to extend at least 50 perce' t of theu- fore1g11 exchange dep051ts o
t der jto 'promote forexgn exchange e

. from foreign exchange deposxts were n'et subject to"' taxatxon To halt currency
substitution, a 5 percent wItholdmg tax was mtroduced on these earnings as part of the

- February 1988 policy measures The wnholdmg tax rate was mcreased to 10 percent in

1989. T

N Pt

ugust 1989 ’I'he decree censtltuted a very imp htan' _
y e, This w: : 'February 1990_by‘ an apphcation to the |

ge from banks and other ehg1b1e'.'

s.“They were also” allowed Kto "freely use theu' fore1gn exchange L

A

a} k Re31dents were permltted to buy forexgn exchan

ﬁnanmal mstltutxon




d) Controls on capital movements (rules governing credit inflows to and outflows from’

Turkey) were eased substantially. U o o

¢) Banks were allowed to freely determine the foreign exchange rates that they use m_

their operations.

It can be said that the recent revisions in the foreign exchange regulatxons have

brought the Turkish Lira much closer to both current and capltal account R

convertibility.
Monetary po_li_cy

Before the commencement of the auctioning of government secunt;es in 1985 -the
public sector, borrowmg requ1rement was met either by on tap 1ssues of such secul iti

or through Central Bank financing. Because of the latter, monetary pohcy was |

subordinate to fiscal policy. With the auctioning of government secuntles the Treasury T

became able to raise an increasing portion of its financing needs from the market. This
way of financing of the public sector deficit has reduced the burden on the Central
Bank. Moreover, the cost of borrowing is determined under market conditions. Thus,
any easing or tightening of the money market is passed on to the Treasury, and the size
of the public sector borrowing requirement has a very significant influence on market
interest rates. Consequently, the outcome of each auction gives a signal to the market

regarding interest rates.

As it was stated ‘earlier, some important revisions were made in the interest rate

policies during the 1980s in order to promote domestic financial savings. However
with the Central Bank obliged to finance the public sector deficits and support selective
credit schemes, monetary policy still lacked adequate instruments for effective control
of the liquidity in the system. Therefore, the need for'a change'in the implementation |
\ of monetary policy, by shifting the empha51s from direct interference in public and
private sector portfolios to the control of monetary expansion through control of the

reserves of the banking sector, was obvious.

Various new institutional arrangements were necessary for the implementation of the
new monetary policy. First of all, the Central Bank simplified the liquidity and reserve
requirement systems and shortened the compliance lag for these requu'ements to

establish a stable relation between the reserves of the banks and the money supply

Under the reservé requirement system, banks are obhged to depos:t a cert 'm
, percentage of thexr depos;ts with the Central Bank. Prevxously, reserve ratxos
A-'_dlfferentlated for s:ght and time deposits. The reserve. requxrement systern ‘was also




Co

exchange deposxts. ﬁo

maturmes the 1mplementat10n of d!fferentxated reserve reqmrement ratios, dependmg

Both the hqmdxty and the reserve requn'ement ratlos ave_b en used to control the'

liguidity of the economy. In order to Tfacilitate the saleé of g government securities, the

ortion of the hqu1d1ty requu'ement was augmented in recent years.
help to minimize the burden of the liquidity

interest eammg P

Increases in the interest earnmg portlon
on banks. On the other hand there have been reductxohs in the required

cuts are ant1c1pated in the medmrn ' term.

The redlscount famhnes of the Central Bank were tradmonally used 1n ﬁnancmv the

of the economy Begmnmg lnh 1984 the_ scope of the redxscount
, were mamly hmlted to medmm—term

requirement
reserve ratios recently, and further

preferentlal sectors

uld only be extended agamst ]

By el .r\-em- st




complex due to the inter-relations among various markets and the mcrease 1n cap1

term advances to the Treasury which are given at a much lower mterest raf{e 4%
percent) than the market rate. When the short term advances to the Treasury xce
this amount, the Treasury is charged the going market rate. 'Furthermore, the Tre '

accepted a second ceiling, which is much lower than the legal limit, for the autcman
realization of its demands to use advances from the Central Bank. ThlS Was an

important step in limiting the credits given to the public sector.

All these changes paved the way for the successful launching of the monetary prorrram
in January 1990. The Central Bank announced its monetary program for 1990 as an?-(_: 7-
integral part of a medium term scenario. The monetary program, unlike classical

- monetary targettng exercises, refrains from targeting any monetary aggregate; mstead
it focuses on reshaping the structure of the Central Bank’s balance sheet. By dmng thts '

the Central Bank aims at reducing the rigidities in its balance sheet that mh1b1t the
enhancement of the efficiency of the monetary policy. On the other hand 1t 13
extremely difficolt, if not unpossﬁ)le to target monetary aggreacates under hxgh
inflation and rapid structural change and, at the same time, preserve the credtblhty of S
such a program. In other. words, the Central Bank’s monetary program should bej e

considered as a part of the structural reforms in the financial system.

The monetary program has four quantitative targets chosen from the balance sheet of . : |

the Central Bank. These targets are the total size of the balance sheet, the total-‘..-'f'-’"-"):"'~'--""
domestic liabilities of the Central Bank, the total domestic assets of the Central Bank

and the Central Bank money (defined as the total TL liabilities of the Central Bank) .

Once these 1tems are spemfxed some other targets can also be mathematically derived.
The numerical targets were given in the form of upper and lower limits forlemafch ‘
vanable Among the four basic targets, the Central Bank money was given the htghest .
prtonty By the end of 1990, this variable was below .the lower limit, while the balan |

' sheet total was slightly above the upper limit. The other two variables, the ‘total -



‘Bank, were betwieen the

. domesnc habxhnes and the total domesnc assets of the Central

-' pec:1f1ed lnmts (The targets and the reahzatmns

glven in the second annex )

"I'he bankmg system |

: 'I'he Turkxsh fmanc1al system is maxnly dommated by the bankmg system, and the_ o
" financial market reforms have further strengthened the prwﬂeged position of the

: _.‘ljcornmermal banks. Partxcularly, the Capxtal Market Law has taken the dommance of o

. and msurance compames Moreover, they have been [ Vmpowered thh monopoly nghts“"

" S in some of the the financial activities, such as estabhshmg and managing mutual funds.

\ The ratio of the total assets of banks to the'GNP "reached '56 6 percent in 1989. The

. *. ratio of funds transferred through the bankmo system to the total transfers of funds

was almost 80 percent during the 1982- 1987 penod S Y

id mcrease in the number of banks has been observed over the past few years. By

&2

mpo d_ of 66 banks plus the '

| Arap

Central Bank Frve of these banks are deve
S '__banks and the rest are all-purpose;depo
the bankmg system dur;.ng the“19805 are small mstxtunons mo hich oper
. ! medxum and_long term' _

" 'Elght banks out of 56 deposxt money banks are state owned. Most of the state owned -

banks. were estabhshed for specml purposes Among the pnvately owned 48 depos;t
money banks, 23 are forelgn These banks, mthﬂ th__. ex._ ept""' y of the Ottoman Bank__“?:-

"mst1tut1ons. Thetr market share is not sxgmﬁcant“' At th

(which was estabhshed in 1863 and served asa central bank until the 1920s) are smallj» P
' endof 1 1985 ""rthe shares ofr

| forexgn banks were 1.8 percent and 3. 2 percent m total dep051t and ommercxal bank




banks have an important place in the Turkxsh banking system because of the

concepts and practices that they have introduced. Most of the foreign banks specialize
in corporate banking. Their customers are multinational corperations and high-rankmg

Turkish companies. They are mainly involved in foreign exchange operatmns and rad

financing. Some of these banks also engage in investment banking actmtles and take

part in the privatization attempts which have started in recent years.

The total assets of the five largest banks amount to more than half of the total assets of

the banking system. Due to the high capital requirements and the increased cost of

operating nationwide branch networks, the new entrants and the e:ustmg small banks
do not tend to compete for deposit money bankmg activities with the we“f estab she
and large banks. However, the diversification of banking actmt1es has created an
environment where new entrants and other small banks can effectlvely operate:m
various areas. The wholesale end of the market is especially compet1twe On the other

hand, banks do not face any effectlve competxtlon from other financial mstxtutxons in

Turkey.

The implementation of the new monetary policy, the establishment of foreign exchange
and interbank money markets, and the liberalization of the foreign exchange
regulations have encouraged banks to improve their asset and liability management
policies by introducing additional funding sources and new areas of use. Moreover,
- increased competmon has also encouraged banks to diversify and to develop the
quality of services that they offer to their customers. Thus, they have been adoptmg
advanced technology in their operations at an mcreasmg rate. The outcome ‘has been 3

encouraging so far. The banks have been successful in adjustmg to new c1rcumstances

and in performmg modern banking practices. IR o {.

" Banking activities are regulated by the Bankmg Act of 1985. The Bankmg Act contams
provisions regarding the establishment and capital structure of banks, branch bankmg, )

“foreign banking, deposits, credits and other investments, dep051t msurance and the
transfer, merger and liquidation of banks. In line with the Bankmg Act the accountmg

and reporting standards and the principles of auditing and superv151on were also’F

established.

The estabhshment of a domestic bank requires authorization from the Councﬂ_ of
Ministers. It must be founded in the form of a joint stock company, and the nbmbef of .
shareholders shall not be less than 100. The cpening of new branches reqmre pri

authorization by the Ministry to which the Treasury is attached.



B

ct requrres a rmmmum amount of net wor h (cap1tal and reserves) for |

The Bankmg Al
" ' ' In addztron certam amounts of cap1tal shall be provrded

'operate.r'I'hese mmunurn amounts are subject to penodtcal ad]ustments

s 'I'he same rules apply to forergn cap1ta1 n the case of estabhshmg a bank in Turkey
.' ‘;'-;FOI'EIgIl banks ‘are “alsd allowed to -enter the market through opening branches in - -
Turkey, and agam, the permlssmn of the Council of Mrrnsters is requu'ed Their caprtal
_:-shall not be less than US $10 rm]lton for the first branch ofﬁce and US SS mﬂlton for )

offices re not allowed to accept dep051ts or to engage in bankmg actmttes. &

ordmg to the Bankmg Act, banks are subject to lendlng Llimits to avo1d excesswe

' rrsk concentratton The total cash and non-cash credits and other mvestments of a bank

can not exceed 20 times the net worth of that bank. There are also hmtts on the credits

\ extended to individual customers and banks’ own equity participations, and on the

g " magnitude of large loans.

Banks are required to maintain their accounts and prepare their financial statements

-'--1n accordance with the unified accounttng and reporting methods introduced in 1986
They are obhoed to forward these statements to the Central Bank and the Treasury on
a\'regular basrs' Furthermore banks are also reqmred to be aud1ted by mdependent
prepared by these_ 1nst1tuttons are submttted to the B

andmng mstttutlons Rep'
Central Bank and the Treasury.

; -. One rnajor objectwe of these reforms was to

B structural changes m the banklng sys_l ‘
\" mcrease the efﬁcrency of the system through the fostermg of competrtton among

banks However there has 'been a nse 1n the rtsks faced by banks. .Therefore new legal -
_arrangements were 1ntroduced to ensure the stablhty and the soundness of the bankmg
m. In order to strengthen the flnanc1al structure “of the banks a new legal

"Capttal Adequacy Ratio" was mtroduced in October 1989

systen
'arrangernent regardmg the
Accordrng to the new arrangement prepared in accordance W1th the guxdehnes

. proposed by the Cooke Commntee all banks were reqtured to mamtam a 5 percent S
__':cap1tal adequacy ratxo 1n 1989 and ‘must reach 8 percent by 1992 Moreover -
'mternatldnal standards were mtroduced in 1988 for classrﬁcatxon of loans and for the

i s e

-p' :rforxnmg loans.



'.On-s'ite banking supervision is carried out by the Swomn Bank AUdltOl’S wh'

R operatlons, the identification and analysis of relations between bank assets, clanhs ‘net

\ monetary aggregates and financial assets are given as percentages of GNP in the

’ m 1988 and 1989. Second, the growth of the foreign exchange denommated dep051ts

ar e

assocmted with the Treasury. The Sworn Bank Auditors check the apphcanon o

worth, liabilities, profit and loss accounts, and of other factors affecting the f'mé

structure of banks The Central Bank which conducts off-site supemsmn gathers

erodmg serlously, the Ministry to Wthh the Treasury is attached may ask the E,)o'
du'ectors of that bank to introduce certain measures which are stated in the :
Actin order to improve the financial structure of the bank. If the financial structure 0
the bank continues to deteriorate despite the introduction of these measures, the’
Council of Ministers may decide that the bank be transferred to or merged with

another bank.

The protection of depositors is provided through the Savings Deposits Insurance Fund.
In this system of deposit insurance, deposits up to 6 million Turkish Liras are msured -
(100 percent for the first 3 million and 60 percent of the second 3 million). The Fund is
managed by the Central Bank. _ - o o

Annex 1: A summary of general trends in the financial system

’Ihe behavmr of the monetary aggregates and the growth of various financ1a1 assets_
give some indication of the development pattern of the Turkish financial system in
_recent years, Since these are high inflation years, absolute figures do not show anythmg'f: ' -

more than ever-increasing trends over the years. Therefore, the figures rezardmg the_ :

following two tables.

The first table provides the three most widely used monetary aggregates as“e ;
percentage of GNP. The reason for the inclusion of M2X (M2 plus foreign exchange_ _
deposits) 15 the mcreasmg importance of foreign exchange denominated dep051ts after
1584, © '

The second table shows the extent of the change in the financial asset composmon of .
the 'I‘urklsh economy, measured as a percentage of GNP, First, there is a dechne in _the

share of the currency in circulation and the Lira denominated bank depos1ts especxally



P

from zero 10 about flve'percent of GNP in the second half of the 19805 is qmte""'
ov151or1 of forelgn exchange depos1t servxces by banks facﬂltated the
bankmg system after 1984. Thus the already

sensatxonal The pr

ﬂow of fore1g:1{cur~rency holdmgs mto the

“e)nstmg process" of currency subsutunon was mstltutlonahzed in the form of fore;gn'

_exchange deposxts'-".['hud the gro
trend Howevef 1988 ‘and’ 1989 seem to be partxcularly goed years in terms of the

-development ‘of th pnvate eector stock market Fourth the most spectacular growth'
observed in the ¢ase of total pubhc securmes. The i mcrease from 3.86 percent ¢ of

GNP to 9 02:pe_ ent is a elear mdxcatxon of heavy pubhc sector borrowmg frorn the. .

wth of prwate securmes does not exhibit a strong

'_rate IS

durmg the permd under mvestwatmn
Monetary aggregates as a percentage GNP

. M1 M2 ; M2X
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: The monetary program of 1990 targets and reahzatmns | :

12/1989 1990(Pr02'ram\ 12/1990
‘The Balance'Sheet Total S | '- - |
“(TL trillion) 49 ot 55-60 60.8
(% annual change) 30 o 12-22 24.1

ic Lmbﬂitie_s"r S

Total Domest

325355 34.4

(TL trﬂhon)
(% _annual change) 21.6
34.7
11.9
 Central Bank Money
s (TL trilion) =~ 7 . _ 23.5
(% annual change) 59 35-48 26.6
N Source : The Central Bank of Turkey, 1990 Annual Report
RN T - e © ¥.C. MBERREZ = UASH
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